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loss would have been treated as effec-
tively connected with the conduct of a 
trade or business in the United States 
if such income or gain had been re-
ceived or accrued, or such loss had been 
sustained, in an earlier taxable year 
when the taxpayer was engaged in a 
trade or business in the United States. 
In applying §§ 1.864–4 through 1.864–7 
and this section, the determination 
whether an item of income, gain, or 
loss is effectively connected with the 
conduct of a trade or business in the 
United States shall not be controlled 
by any administrative, judicial, or 
other interpretation made under the 
laws of any foreign country. 

(b) Illustrations. The application of 
this section may be illustrated by the 
following examples: 

Example 1. During 1967 foreign corporation 
N, which uses the calendar year as the tax-
able year, is engaged in the business of pur-
chasing and selling household equipment on 
the installment plan. During 1967 N is en-
gaged in business in the United States by 
reason of the sales activities it carries on in 
the United States for the purpose of selling 
therein some of the equipment which it has 
purchased. During 1967 N receives install-
ment payments of $800,000 on sales it makes 
that year in the United States, and the in-
come from sources within the United States 
for 1967 attributable to such payments is 
$200,000. By reason of section 864(c)(3) and 
paragraph (b) of § 1.864–4 this income of 
$200,000 is effectively connected for 1967 with 
the conduct of a trade or business in the 
United States by N. In December of 1967, N 
discontinues its efforts to make any further 
sales of household equipment in the United 
States, and at no time during 1968 is N en-
gaged in a trade or business in the United 
States. During 1968 N receives installment 
payments of $500,000 on the sales it made in 
the United States during 1967, and the in-
come from sources within the United States 
for 1968 attributable to such payments is 
$125,000. By reason of section 864(c)(1)(B) and 
this section, this income of $125,000 is not ef-
fectively connected for 1968 with the conduct 
of a trade or business in the United States by 
N, even though such amount, if it had been 
received by N during 1967, would have been 
effectively connected for 1967 with the con-
duct of a trade or business in the United 
States by that corporation. 

Example 2. R, a foreign holding company, 
owns all of the voting stock in five corpora-
tions, two of which are domestic corpora-
tions. All of the subsidiary corporations are 
engaged in the active conduct of a trade or 
business. R has an office in the United States 
where its chief executive officer, who is also 

the chief executive officer of one of the do-
mestic corporations, spends a substantial 
portion of the taxable year supervising R’s 
investment in its operating subsidiaries and 
performing his function as chief executive 
officer of the domestic operating subsidiary. 
R is not considered to be engaged in a trade 
or business in the United States during the 
taxable year by reason of the activities car-
ried on in the United States by its chief ex-
ecutive officer in the supervision of its in-
vestment in its operating subsidiary corpora-
tions. Accordingly, the dividends from 
sources within the United States received by 
R during the taxable year from its domestic 
subsidiary corporations are not effectively 
connected for that year with the conduct of 
a trade or business in the United States by 
R. 

Example 3. During the months of June 
through December 1971, B, a nonresident 
alien individual who uses the calendar year 
as the taxable year and the cash receipts and 
disbursements method of accounting, is em-
ployed in the United States by domestic cor-
poration M for a salary of $2,000 per month, 
payable semimonthly. During 1971, B re-
ceives from M salary payments totaling 
$13,000, all of which income by reason of sec-
tion 864(c)(2) and paragraph (c)(6)(ii) of 
§ 1.864–4, is effectively connected for 1971 with 
the conduct of a trade or business in the 
United States by B. On December 31, 1971, B 
terminates his employment with M and de-
parts from the United States. At no time 
during 1972 is B engaged in a trade or busi-
ness in the United States. In January of 1972, 
B receives from M salary of $1,000 for the last 
half of December 1971, and a bonus of $1,000 
in consideration of the services B performed 
in the United States during 1971 for that cor-
poration. By reason of section 864(c)(1)(B) 
and this section, the $2,000 received by B dur-
ing 1972 from sources within the United 
States is not effectively connected for that 
year with the conduct of a trade or business 
in the United States, even though such 
amount, if it had been received by B during 
1971, would have been effectively connected 
for 1971 with the conduct of a trade or busi-
ness in the United States by B. 

[T.D. 7216, 37 FR 23424, Nov. 3, 1972] 

§ 1.864–4 U.S. source income effectively 
connected with U.S. business. 

(a) In general. This section applies 
only to a nonresident alien individual 
or a foreign corporation that is en-
gaged in a trade or business in the 
United States at some time during a 
taxable year beginning after December 
31, 1966, and to the income, gain, or loss 
of such person from sources within the 
United States. If the income, gain, or 
loss of such person for the taxable year 
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from sources within the United States 
consists of (1) gain or loss from the sale 
or exchange of capital assets or (2) 
fixed or determinable annual or peri-
odical gains, profits, and income or 
certain other gains described in section 
871(a)(1) or 881(a), certain factors must 
be taken into account, as prescribed by 
section 864(c)(2) and paragraph (c) of 
this section, in order to determine 
whether the income, gain, or loss is ef-
fectively connected for the taxable 
year with the conduct of a trade or 
business in the United States by that 
person. All other income, gain, or loss 
of such person for the taxable year 
from sources within the United States 
shall be treated as effectively con-
nected for the taxable year with the 
conduct of a trade or business in the 
United States by that person, as pre-
scribed by section 864(c)(3) and para-
graph (b) of this section. 

(b) Income other than fixed or deter-
minable income and capital gains. All in-
come, gain, or loss for the taxable year 
derived by a nonresident alien indi-
vidual or foreign corporation engaged 
in a trade or business in the United 
States from sources within the United 
States which does not consist of in-
come, gain, or loss described in section 
871(a)(1) or 881(a), or of gain or loss 
from the sale or exchange of capital as-
sets, shall, for purposes of paragraph 
(a) of this section, be treated as effec-
tively connected for the taxable year 
with the conduct of a trade or business 
in the United States. This income, 
gain, or loss shall be treated as effec-
tively connected for the taxable year 
with the conduct of a trade or business 
in the United States, whether or not 
the income, gain, or loss is derived 
from the trade or business being car-
ried on in the United States during the 
taxable year. The application of this 
paragraph may be illustrated by the 
following examples: 

Example 1. M, a foreign corporation which 
uses the calendar year as the taxable year, is 
engaged in the business of manufacturing 
machine tools in a foreign country. It estab-
lishes a branch office in the United States 
during 1968 which solicits orders from cus-
tomers in the United States for the machine 
tools manufactured by that corporation. All 
negotiations with respect to such sales are 
carried on in the United States. By reason of 
its activity in the United States M is en-

gaged in business in the United States dur-
ing 1968. The income or loss from sources 
within the United States from such sales 
during 1968 is treated as effectively con-
nected for that year with the conduct of a 
business in the United States by M. Occa-
sionally, during 1968 the customers in the 
United States write directly to the home of-
fice of M, and the home office makes sales 
directly to such customers without routing 
the transactions through its branch office in 
the United States. The income or loss from 
sources within the United States for 1968 
from these occasional direct sales by the 
home office is also treated as effectively con-
nected for that year with the conduct of a 
business in the United States by M. 

Example 2. The facts are the same as in ex-
ample 1 except that during 1967 M was also 
engaged in the business of purchasing and 
selling office machines and that it used the 
installment method of accounting for the 
sales made in this separate business. During 
1967 M was engaged in business in the United 
States by reason of the sales activities it 
carried on in the United States for the pur-
pose of selling therein a number of the office 
machines which it had purchased. Although 
M discontinued this business activity in the 
United States in December of 1967, it re-
ceived in 1968 some installment payments on 
the sales which it had made in the United 
States during 1967. The income of M for 1968 
from sources within the United States which 
is attributable to such installment payments 
is effectively connected for 1968 with the con-
duct of a business in the United States, even 
though such income is not connected with 
the business carried on in the United States 
during 1968 through its sales office located in 
the United States for the solicitation of or-
ders for the machine tools it manufactures. 

Example 3. Foreign corporation S, which 
uses the calendar year as the taxable year, is 
engaged in the business of purchasing and 
selling electronic equipment. The home of-
fice of such corporation is also engaged in 
the business of purchasing and selling vin-
tage wines. During 1968, S establishes a 
branch office in the United States to sell 
electronic equipment to customers, some of 
whom are located in the United States and 
the balance, in foreign countries. This 
branch office is not equipped to sell, and does 
not participate in sales of, wine purchased by 
the home office. Negotiations for the sales of 
the electronic equipment take place in the 
United States. By reason of the activity of 
its branch office in the United States, S is 
engaged in business in the United States dur-
ing 1968. As a result of advertisements which 
the home office of S places in periodicals 
sold in the United States, customers in the 
United States frequently place orders for the 
purchase of wines with the home office in the 
foreign country, and the home office makes 
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sales of wine in 1968 directly to such cus-
tomers without routing the transactions 
through its branch office in the United 
States. The income or loss from sources 
within the United States for 1968 from sales 
of electronic equipment by the branch office, 
together with the income or loss from 
sources within the United States for that 
year from sales of wine by the home office, is 
treated as effectively connected for that 
year with the conduct of a business in the 
United States by S. 

(c) Fixed or determinable income and 
capital gains—(1) Principal factors to be 
taken into account—(i) In general. In de-
termining for purposes of paragraph (a) 
of this section whether any income for 
the taxable year from sources within 
the United States which is described in 
section 871(a)(1) or 881(a), relating to 
fixed or determinable annual or peri-
odical gains, profits, and income and 
certain other gains, or whether gain or 
loss from sources within the United 
States for the taxable year from the 
sale or exchange of capital assets, is ef-
fectively connected for the taxable 
year with the conduct of a trade or 
business in the United States, the prin-
cipal tests to be applied are (a) the 
asset-use test, that is, whether the in-
come, gain, or loss is derived from as-
sets used in, or held for use in, the con-
duct of the trade or business in the 
United States, and (b) the business-ac-
tivities test, that is, whether the ac-
tivities of the trade or business con-
ducted in the United States were a ma-
terial factor in the realization of the 
income, gain, or loss. 

(ii) Special rule relating to interest on 
certain deposits. For purposes of deter-
mining under section 861(a)(1)(A) (re-
lating to interest on deposits with 
banks, savings and loan associations, 
and insurance companies paid or cred-
ited before January 1, 1976) whether the 
interest described therein is effectively 
connected for the taxable year with the 
conduct of a trade or business in the 
United States, such interest shall be 
treated as income from sources within 
the United States for purposes of ap-
plying this paragraph and § 1.864–5. If 
by reason of the application of this 
paragraph such interest is determined 
to be income which is not effectively 
connected for the taxable year with the 
conduct of a trade or business in the 
United States, it shall then be treated 

as interest from sources without the 
United States which is not subject to 
the application of § 1.864–5. 

(2) Application of the asset-use test—(i) 
In general. For purposes of subpara-
graph (1) of this paragraph, the asset- 
use test ordinarily shall apply in mak-
ing a determination with respect to in-
come, gain, or loss of a passive type 
where the trade or business activities 
as such do not give rise directly to the 
realization of the income, gain, or loss. 
However, even in the case of such in-
come, gain, or loss, any activities of 
the trade or business which materially 
contribute to the realization of such 
income, gain, or loss shall also be 
taken into account as a factor in deter-
mining whether the income, gain, or 
loss is effectively connected with the 
conduct of a trade or business in the 
United States. The asset-use test is of 
primary significance where, for exam-
ple, interest income is derived from 
sources within the United States by a 
nonresident alien individual or foreign 
corporation that is engaged in the busi-
ness of manufacturing or selling goods 
in the United States. See also subpara-
graph (5) of this paragraph for rules ap-
plicable to taxpayers conducting a 
banking, financing, or similar business 
in the United States. 

(ii) Cases where applicable. Ordinarily, 
an asset shall be treated as used in, or 
held for use in, the conduct of a trade 
or business in the United States if the 
asset is— 

(a) Held for the principal purpose of 
promoting the present conduct of the 
trade or business in the United States; 
or 

(b) Acquired and held in the ordinary 
course of the trade or business con-
ducted in the United States, as, for ex-
ample, in the case of an account or 
note receivable arising from that trade 
or business; or 

(c) Otherwise held in a direct rela-
tionship to the trade or business con-
ducted in the United States, as deter-
mined under paragraph (c)(2)(iv) of this 
section. 

(iii) Application of asset-use test to 
stock—(a) In general. Except as provided 
in paragraph (c)(2)(iii)(b) of this sec-
tion, stock of a corporation (whether 
domestic or foreign) shall not be treat-
ed as an asset used in, or held for use 
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in, the conduct of a trade or business in 
the United States. 

(b) Stock held by foreign insurance com-
panies. This paragraph (c)(2)(iii) shall 
not apply to stock of a corporation 
(whether domestic or foreign) held by a 
foreign insurance company unless the 
foreign insurance company owns 10 per-
cent or more of the total voting power 
or value of all classes of stock of such 
corporation. For purposes of this sec-
tion, section 318(a) shall be applied in 
determining ownership, except that in 
applying section 318(a)(2)(C), the phrase 
‘‘10 percent’’ is used instead of the 
phrase ‘‘50 percent.’’ 

(iv) Direct relationship between holding 
of asset and trade or business—(a) In gen-
eral. In determining whether an asset is 
held in a direct relationship to the 
trade or business conducted in the 
United States, principal consideration 
shall be given to whether the asset is 
needed in that trade or buisness. An 
asset shall be considered needed in a 
trade or business, for this purpose, only 
if the asset is held to meet the present 
needs of that trade or business and not 
its anticipated future needs. An asset 
shall be considered as needed in the 
trade or business conducted in the 
United States if, for example, the asset 
is held to meet the operating expenses 
of that trade or business. Conversely, 
an asset shall be considered as not 
needed in the trade or business con-
ducted in the United States if, for ex-
ample, the asset is held for the purpose 
of providing for (1) future diversifica-
tion into a new trade or business, (2) 
expansion of trade or business activi-
ties conducted outside of the United 
States, (3) future plant replacement, or 
(4) future business contingencies. 

(b) Presumption of direct relation-
ship. Generally, an asset will be treat-
ed as held in a direct relationship to 
the trade or business if (1) the asset 
was acquired with funds generated by 
that trade or business, (2) the income 
from the asset is retained or reinvested 
in that trade or business, and (3) per-
sonnel who are present in the United 
States and actively involved in the 
conduct of that trade or business exer-
cise significant management and con-
trol over the investment of such asset. 

(v) Illustration. The application of 
paragraph (iv) may be illustrated by 
the following examples: 

Example 1. M, a foreign corporation which 
uses the calendar year as the taxable year, is 
engaged in industrial manufacturing in a for-
eign country. M maintains a branch in the 
United States which acts as importer and 
distributor of the merchandise it manufac-
tures abroad; by reason of these branch ac-
tivities. M is engaged in business in the 
United States during 1968. The branch in the 
United States is required to hold a large cur-
rent cash balance for business purposes, but 
the amount of the cash balance so required 
varies because of the fluctuating seasonal 
nature of the branch’s business. During 1968 
at a time when large cash balances are not 
required the branch invests the surplus 
amount in U.S. Treasury bills. Since these 
Treasury bills are held to meet the present 
needs of the business conducted in the 
United States they are held in a direct rela-
tionship to that business, and the interest 
for 1968 on these bills is effectively con-
nected for that year with the conduct of the 
business in the United States by M. 

Example 2. Foreign corporation M, which 
uses the calendar year as the taxable year, 
has a branch office in the United States 
where it sells to customers located in the 
United States various products which are 
manufactured by that corporation in a for-
eign country. By reason of this activity M is 
engaged in business in the United States dur-
ing 1997. The U.S. branch establishes in 1997 
a fund to which are periodically credited var-
ious amounts which are derived from the 
business carried on at such branch. The 
amounts in this fund are invested in various 
securities issued by domestic corporations 
by the managing officers of the U.S. branch, 
who have the responsibility for maintaining 
proper investment diversification and invest-
ment of the fund. During 1997, the branch of-
fice derives from sources within the United 
States interest on these securities, and gains 
and losses resulting from the sale or ex-
change of such securities. Since the securi-
ties were acquired with amounts generated 
by the business conducted in the United 
States, the interest is retained in that busi-
ness, and the portfolio is managed by per-
sonnel actively involved in the conduct of 
that business, the securities are presumed 
under paragraph (c)(2)(iv)(b) of this section 
to be held in a direct relationship to that 
business. However, M is able to rebut this 
presumption by demonstrating that the fund 
was established to carry out a program of fu-
ture expansion and not to meet the present 
needs of the business conducted in the 
United States. Consequently, the income, 
gains, and losses from the securities for 1997 
are not effectively connected for that year 
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with the conduct of a trade or business in the 
United States by M. 

(3) Application of the business-activities 
test—(i) In general. For purposes of sub-
paragraph (1) of this paragraph, the 
business-activities test shall ordinarily 
apply in making a determination with 
respect to income, gain, or loss which, 
even though generally of the passive 
type, arises directly from the active 
conduct of the taxpayer’s trade or busi-
ness in the United States. The busi-
ness-activities test is of primary sig-
nificance, for example, where (a) divi-
dends or interest are derived by a deal-
er in stocks or securities, (b) gain or 
loss is derived from the sale or ex-
change of capital assets in the active 
conduct of a trade or business by an in-
vestment company, (c) royalties are de-
rived in the active conduct of a busi-
ness consisting of the licensing of pat-
ents or similar intangible property, or 
(d) service fees are derived in the ac-
tive conduct of a servicing business. In 
applying the business-activities test, 
activities relating to the management 
of investment portfolios shall not be 
treated as activities of the trade or 
business conducted in the United 
States unless the maintenance of the 
investments constitutes the principal 
activity of that trade or business. See 
also subparagraph (5) of this paragraph 
for rules applicable to taxpayers con-
ducting a banking, financing, or simi-
lar business in the United States. 

(ii) Illustrations. The application of 
this subparagraph may be illustrated 
by the following examples: 

Example 1. Foreign corporation S is a for-
eign investment company organized for the 
purpose of investing in stocks and securities. 
S is not a personal holding company or a cor-
poration which would be a personal holding 
company but for section 542(c)(7) or 
543(b)(1)(C). Its investment portfolios consist 
of common stocks issued by both foreign and 
domestic corporations and a substantial 
amount of high grade bonds. The business ac-
tivity of S consists of the management of its 
portfolios for the purpose of investing, rein-
vesting, or trading in stocks and securities. 
During the taxable year 1968, S has its prin-
cipal office in the United States within the 
meaning of paragraph (c)(2)(iii) of § 1.864–2 
and, by reason of its trading in the United 
States in stocks and securities, is engaged in 
business in the United States. The dividends 
and interest derived by S during 1968 from 
sources within the United States, and the 

gains and losses from sources within the 
United States for such year from the sale of 
stocks and securities from its investment 
portfolios, are effectively connected for 1968 
with the conduct of the business in the 
United States by that corporation, since its 
activities in connection with the manage-
ment of its investment portfolios are activi-
ties of that business and such activities are 
a material factor in the realization of such 
income, gains, and losses. 

Example 2. N, a foreign corporation which 
uses the calendar year as the taxable year, 
has a branch in the United States which acts 
as an importer and distributor of merchan-
dise; by reason of the activities of that 
branch, N is engaged in business in the 
United States during 1968. N also carries on 
a business in which it licenses patents to un-
related persons in the United States for use 
in the United States. The businesses of the 
licensees in which these patents are used 
have no direct relationship to the business 
carried on in N’s branch in the United 
States, although the merchandise marketed 
by the branch is similar in type to that man-
ufactured under the patents. The negotia-
tions and other activities leading up to the 
consummation of these licenses are con-
ducted by employees of N who are not con-
nected with the U.S. branch of that corpora-
tion, and the U.S. branch does not otherwise 
participate in arranging for the licenses. 
Royalties received by N during 1968 from 
these licenses are not effectively connected 
for that year with the conduct of its business 
in the United States because the activities of 
that business are not a material factor in the 
realization of such income. 

(4) Method of accounting as a factor. In 
applying the asset-use test or the busi-
ness-activities test described in sub-
paragraph (1) of this paragraph, due re-
gard shall be given to whether or not 
the asset, or the income, gain, or loss, 
is accounted for through the trade or 
business conducted in the United 
States, that is, whether or not the 
asset, or the income, gain, or loss, is 
carried on books of account separately 
kept for that trade or business, but this 
accounting test shall not by itself be 
controlling. In applying this subpara-
graph, consideration shall be given to 
whether the accounting treatment of 
an item reflects the consistent applica-
tion of generally accepted accounting 
principles in a particular trade or busi-
ness in accordance with accepted con-
ditions or practices in that trade or 
business and whether there is a con-
sistent accounting treatment of that 
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item from year to year by the tax-
payer. 

(5) Special rules relating to banking, fi-
nancing, or similar business activity—(i) 
Definition of banking, financing, or simi-
lar business. A nonresident alien indi-
vidual or a foreign corporation shall be 
considered for purposes of this section 
and paragraph (b)(2) of § 1.864–5 to be 
engaged in the active conduct of a 
banking, financing, or similar business 
in the United States if at some time 
during the taxable year the taxpayer is 
engaged in business in the United 
States and the activities of such busi-
ness consist of any one or more of the 
following activities carried on, in 
whole or in part, in the United States 
in transactions with persons situated 
within or without the United States: 

(a) Receiving deposits of funds from 
the public, 

(b) Making personal, mortgage, in-
dustrial, or other loans to the public, 

(c) Purchasing, selling, discounting, 
or negotiating for the public on a reg-
ular basis, notes, drafts, checks, bills of 
exchange, acceptances, or other evi-
dences of indebtedness, 

(d) Issuing letters of credit to the 
public and negotiating drafts drawn 
thereunder, 

(e) Providing trust services for the 
public, or 

(f) Financing foreign exchange trans-
actions for the public. 
Although the fact that the taxpayer is 
subjected to the banking and credit 
laws of a foreign country shall be 
taken into account in determining 
whether he is engaged in the active 
conduct of a banking, financing, or 
similar business, the character of the 
business actually carried on during the 
taxable year in the United States shall 
determine whether the taxpayer is ac-
tively conducting a banking, financing, 
or similar business in the United 
States. A foreign corporation which 
acts merely as a financing vehicle for 
borrowing funds for its parent corpora-
tion or any other person who would be 
a related person within the meaning of 
section 954(d)(3) if such foreign cor-
poration were a controlled foreign cor-
poration shall not be considered to be 
engaged in the active conduct of a 
banking, financing, or similar business 
in the United States. 

(ii) Effective connection of income from 
stocks or securities with active conduct of 
a banking, financing, or similar business. 
Notwithstanding the rules in subpara-
graphs (2) and (3) of this paragraph 
with respect to the asset-use test and 
the business-activities test, any divi-
dends or interest from stocks or securi-
ties, or any gain or loss from the sale 
or exchange of stocks or securities 
which are capital assets, which is from 
sources within the United States and 
derived by a nonresident alien indi-
vidual or a foreign corporation in the 
active conduct during the taxable year 
of a banking, financing, or similar 
business in the United States shall be 
treated as effectively connected for 
such year with the conduct of that 
business only if the stocks or securities 
giving rise to such income, gain, or loss 
are attributable to the U.S. office 
through which such business is carried 
on and— 

(a) Were acquired— 
(1) As a result of, or in the course of 

making loans to the public, 
(2) In the course of distributing such 

stocks or securities to the public, or 
(3) For the purpose of being used to 

satisfy the reserve requirements, or 
other requirements similar to reserve 
requirements, established by a duly 
constituted banking authority in the 
United States, or 

(b) Consist of securities (as defined in 
subdivision (v) of this subparagraph) 
which are— 

(1) Payable on demand or at a fixed 
maturity date not exceeding 1 year 
from the date of acquisition, 

(2) Issued by the United States, or 
any agency or instrumentality thereof, 
or 

(3) Not described in (a) or in (1) or (2) 
of this (b). 
However, the amount of interest from 
securities described in (b)(3) of this 
subdivision (ii) which shall be treated 
as effectively connected for the taxable 
year with the active conduct of a bank-
ing, financing, or similar business in 
the United States shall be an amount 
(but not in excess of the entire interest 
for the taxable year from sources with-
in the United States from such securi-
ties) determined by multiplying the en-
tire interest for the taxable year from 
sources within the United States from 
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such securities by a fraction the nu-
merator of which is 10 percent and the 
denominator of which is the same per-
centage, determined on the basis of a 
monthly average for the taxable year, 
as the book value of the total of such 
securities held by the U.S. office 
through which such business is carried 
on bears to the book value of the total 
assets of such office. The amount of 
gain or loss, if any, for the taxable year 
from the sale or exchange of such secu-
rities which shall be treated as effec-
tively connected for the taxable year 
with the active conduct of a banking, 
financing, or similar business in the 
United States shall be an amount (but 
not in excess of the entire gain or loss 
for the taxable year from sources with-
in the United States from the sale or 
exchange of such securities) deter-
mined by multiplying the entire gain 
or loss for the taxable year from 
sources within the United States from 
the sale or exchange of such securities 
by the fraction described in the imme-
diately preceding sentence. The per-
centage of the denominator of the lim-
iting fraction for such purposes shall 
be the percentage obtained by sepa-
rately adding the book value of such 
securities and such total assets held at 
the close of each month in the taxable 
year, dividing each such sum by 12, and 
then dividing the amount of securities 
so obtained by the amount of assets so 
obtained. This subdivision does not 
apply to dividends from stock owned by 
a foreign corporation in a domestic 
corporation of which more than 50 per-
cent of the total combined voting 
power of all classes of stock entitled to 
vote is owned by such foreign corpora-
tion and which is engaged in the active 
conduct of a banking business in the 
United States. The application of this 
subdivision may be illustrated by the 
following example: 

Example. Foreign corporation M, created 
under the laws of foreign country Y, has in 
the United States a branch, B, which during 
the taxable year is engaged in the active 
conduct of the banking business in the 
United States within the meaning of subdivi-
sion (i) of this subparagraph. During the tax-
able year M derives from sources within the 
United States through the activities carried 
on through B, $7,500,000 interest from securi-
ties described in subdivision (b)(3) of this 
subdivision (ii) and $7,500,000 gain from the 

sale or exchange of such securities. The 
monthly average, determined as of the last 
day of each month in the taxable year, of 
such securities held by B divided by the 
monthly average, as so determined, of the 
total assets held by B equals 15 percent. 
Under this subdivision, the amount of inter-
est income from such securities that shall be 
treated as effectively connected for the tax-
able year with the active conduct by M of a 
banking business in the United States is $5 
million ($7,500,000 interest × 10% / 15%), and 
the amount of gain from the sale or ex-
change of such securities that shall be treat-
ed as effectively connected for such year 
with the active conduct of such business is $5 
million ($7,500,000 gain × 10% / 15%). 

(iii) Stocks or securities attributable to 
U.S. office—(a) In general. For purposes 
of paragraph (c)(5)(ii) of this section, a 
stock or security shall be deemed to be 
attributable to a U.S. office only if 
such office actively and materially par-
ticipated in soliciting, negotiating, or 
performing other activities required to 
arrange the acquisition of the stock or 
security. The U.S. office need not have 
been the only active participant in ar-
ranging the acquisition of the stock or 
security. 

(b) Exceptions. A stock or security 
shall not be deemed to be attributable 
to a U.S. office merely because such of-
fice conducts one or more of the fol-
lowing activities: 

(1) Collects or accounts for the divi-
dends, interest, gain, or loss from such 
stock or security, 

(2) Exercises general supervision over 
the activities of the persons directly 
responsible for carrying on the activi-
ties described in paragraph (c)(5)(iii)(a) 
of this section, 

(3) Performs merely clerical func-
tions incident to the acquisition of 
such stock or security, 

(4) Exercises final approval over the 
execution of the acquisition of such 
stock or security, or 

(5) Holds such stock or security in 
the United States or records such stock 
or security on its books or records as 
having been acquired by such office or 
for its account. 

(c) Effective date. This paragraph 
(c)(5)(iii) shall be effective for income 
includible in taxable years beginning 
on or after June 18, 1984, except that 26 
CFR 1.864–4 (c)(5)(iii) as it appeared in 
the Code of Federal Regulations re-
vised as of April 1, 1983, shall apply to 
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income received or accured under a 
loan made by the taxpayer on or before 
May 18, 1984, or pursuant to a written 
binding commitment entered into on or 
before May 18, 1984. 

(iv) Acquisitions in course of making 
loans to the public. For purposes of sub-
division (ii) of this subparagraph— 

(a) A stock or security shall be con-
sidered to have been acquired in the 
course of making a loan to the public 
where, for example, such stock or secu-
rity was acquired as additional consid-
eration for the making of the loan, 

(b) A stock or security shall be con-
sidered to have been acquired as a re-
sult of making a loan to the public if, 
for example, such stock or security was 
acquired by foreclosure upon a bona 
fide default of the loan and is held as 
an ordinary and necessary incident to 
the active conduct of the banking, fi-
nancing, or similar business in the 
United States, and 

(c) A stock or security acquired on a 
stock exchange or organized over-the- 
counter market shall be considered not 
to have been acquired as a result of, or 
in the course of, making loans to the 
public. 

(v) Security defined. For purposes of 
this subparagraph, a security is any 
bill, note, bond, debenture, or other 
evidence of indebtedness, or any evi-
dence of an interest in, or right to sub-
scribe to or purchase, any of the fore-
going items. 

(vi) Limitations on application of sub-
paragraph—(a) Other business activity. 
This subparagraph provides rules for 
determining when certain income from 
stocks or securities is effectively con-
nected with the active conduct of a 
banking, financing, or similar business 
in the United States. Any dividends, 
interest, gain, or loss from sources 
within the United States which by rea-
son of the application of subdivision 
(ii) of this subparagraph is not effec-
tively connected with the active con-
duct by a nonresident alien individual 
or a foreign corporation of a banking, 
financing, or similar business in the 
United States may be effectively con-
nected for the taxable year, under sub-
paragraph (2) or (3) of this paragraph 
with the conduct by such taxpayer of 
another trade or business in the United 
States, such as, for example, the busi-

ness of selling or manufacturing goods 
or merchandise or of trading in stocks 
or securities for the taxpayer’s own ac-
count. 

(b) Other income. For rules relating to 
income, gain, or loss from sources 
within the United States (other than 
dividends or interest from, or gain or 
loss from the sale or exchange of, 
stocks or securities referred to in sub-
division (ii) of this subparagraph) de-
rived in the active conduct of a bank-
ing, financing, or similar business in 
the United States, see subparagraphs 
(2) and (3) of this paragraph and para-
graph (b) of this section. 

(vii) Illustrations. The application of 
this subparagraph may be illustrated 
by the following examples: 

Example 1. Foreign corporation F, which is 
created under the laws of foreign country X 
and engaged in the active conduct of the 
banking business in country X and a number 
of other foreign countries, has in the United 
States a branch, B, which during the taxable 
year is engaged in the active conduct of the 
banking business in the United States within 
the meaning of subdivision (i) of this sub-
paragraph. In the course of its banking busi-
ness in foreign countries, F receives at its 
branches located in country X and other for-
eign countries substantial deposits in U.S. 
dollars which are transferred to the accounts 
of B in the United States. During the taxable 
year, B actively participates in negotiating 
loans to residents of the United States, such 
as call loans to U.S. brokers, which are fi-
nanced from the U.S. dollar deposits trans-
ferred to B by F. In addition, B actively par-
ticipates in purchasing on the New York 
Stock Exchange and over-the-counter mar-
kets long-term bonds and notes issued by the 
U.S. Government, U.S. Treasury bills, and 
long-term interest-bearing bonds issued by 
domestic corporations and having a matu-
rity date of less than 1 year from the date of 
acquisition, all of which are purchased from 
the deposits transferred to B by F. All of the 
securities so acquired are held by B and re-
corded on its books in the United States. 
Pursuant to subdivision (ii) of this subpara-
graph, the interest received by F during the 
taxable year on these loans, bonds, notes, 
and bills is effectively connected for such 
year with the active conduct by F of a bank-
ing business in the United States. 

Example 2. The facts are the same as in ex-
ample 1 except that B also actively partici-
pates in using part of the U.S. dollar depos-
its, which are transferred to it by F, to pur-
chase on the New York Stock Exchange 
shares of common stock issued by various 
domestic corporations. All of the shares so 
purchased are considered to be capital assets 

VerDate Mar<15>2010 13:13 May 09, 2011 Jkt 223092 PO 00000 Frm 00338 Fmt 8010 Sfmt 8010 Y:\SGML\223092.XXX 223092er
ow

e 
on

 D
S

K
5C

LS
3C

1P
R

O
D

 w
ith

 C
F

R



329 

Internal Revenue Service, Treasury § 1.864–4 

within the meaning of section 1221 and are 
recorded on B’s books in the United States. 
None of the shares so purchased were ac-
quired for the purpose of meeting reserve or 
other similar requirements. During the tax-
able year some of the shares are sold by B on 
the stock exchange. Pursuant to subdivision 
(ii) of this subparagraph, the dividends and 
gains received by F during the taxable year 
on these shares of stock are not effectively 
connected with the active conduct by F of a 
banking, financing, or similar business in 
the United States. 

Example 3. The facts are the same as in ex-
ample 1 except that B also uses part of the 
U.S. dollar deposits, which are transferred to 
it by F, to make a loan to domestic corpora-
tion M. As part of the consideration for the 
loan, M gives to B a number of shares of 
common stock issued by M. All of these 
shares of stock are considered to be capital 
assets within the meaning of section 1221 and 
are recorded on B’s books in the United 
States. During the taxable year one-half of 
these shares of stock is sold by B on the New 
York Stock Exchange. Pursuant to subdivi-
sion (ii) of this subparagraph, the dividends 
and gains received by F during the taxable 
year on these shares of stock are effectively 
connected for such year with the active con-
duct by F of a banking business in the 
United States. 

Example 4. The facts are the same as in ex-
ample 1 except that during the taxable year 
the home office of F in country X actively 
participates in negotiating loans to residents 
of the United States, such as call loans to 
U.S. brokers, which are financed by the U.S. 
dollar deposits received at the home office 
and are recorded on the books of the home 
office. B does not participate in negotiating 
these loans. Pursuant to subdivision (ii) of 
this subparagraph the interest received by F 
during the taxable year on these loans made 
by the home office in country X is not effec-
tively connected with the active conduct by 
F of a banking, financing, or similar business 
in the United States. 

Example 5. Foreign corporation Y, which is 
created under the laws of foreign country X 
and is engaged in the active conduct of a 
banking business in country X and other for-
eign countries, has a branch, C, in the United 
States that is engaged in the active conduct 
of a banking business in the United States, 
within the meaning of paragraph (c)(5)(i) of 
this section, during the taxable year. C han-
dles the negotiation and acquisition of secu-
rities involved in loans made by Y to U.S. 
persons. C also presents interest coupons 
with respect to such securities for payment, 
presents all such securities for payment at 
maturity, and maintains compete photocopy 
files with respect to such securities. The ac-
tivities of the office of Y in country X with 
respect to these securities consist of giving 
pro forma approval of the loans, storing the 

original securities, and recording the securi-
ties on the books of the country X office. 
Pursuant to paragraphs (c)(5)(ii) and 
(c)(5)(iii) of this section, the U.S. source in-
terest income received by Y during the tax-
able year on these securities is effectively 
connected for such year with the active con-
duct by Y of a banking business in the 
United States. 

(6) Income related to personal services 
of an individual—(i) Income, gain, or loss 
from assets. Income or gains from 
sources within the United States de-
scribed in section 871(a)(1) and derived 
from an asset, and gain or loss from 
sources within the United States from 
the sale or exchange of capital assets, 
realized by a nonresident alien indi-
vidual engaged in a trade or business in 
the United States during the taxable 
year solely by reason of his performing 
personal services in the United States 
shall not be treated as income, gain, or 
loss which is effectively connected for 
the taxable year with the conduct of a 
trade or business in the United States, 
unless there is a direct economic rela-
tionship between his holding of the 
asset from which the income, gain, or 
loss results and his trade or business of 
performing the personal services. 

(ii) Wages, salaries, and pensions. 
Wages, salaries, fees, compensations, 
emoluments, or other remunerations, 
including bonuses, received by a non-
resident alien individual for per-
forming personal services in the United 
States which, under paragraph (a) of 
§ 1.864–2, constitute engaging in a trade 
or business in the United States, and 
pensions and retirement pay attrib-
utable to such personal services, con-
stitute income which is effectively con-
nected for the taxable year with the 
conduct of a trade or business in the 
United States by that individual if he 
is engaged in a trade or business in the 
United States at some time during the 
taxable year in which such income is 
received. 

(7) Effective date. Paragraphs (c)(2) 
and (c)(6)(i) of this section are effective 
for taxable years beginning on or after 
June 6, 1996. 

[T.D. 7216, 37 FR 23425, Nov. 3, 1972, as amend-
ed by T.D. 7332, 39 FR 44232, Dec. 23, 1974; 
T.D. 79–58, 49 FR 21052, May 18, 1984; T.D.8657, 
61 FR 9337, Mar. 8, 1996; T.D. 9226, 70 FR 57510, 
Oct. 3, 2005] 
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